Financial Feasibility Study (Practical Part) 


1. The Financial feasibility study aims to: generate some indicators that could be 
used in project evaluation in order to make proper investment decisions. All 
outcomes from legal, technical and marketing functional feasibility studies are 
considered to be inputs to financial feasibility study. 

2. For any project there are 3 types of lives as follows: 

a. Project's legal life x 

b. Project's production life x 

c. Project's economical life: is the period in which the project produces perfect 
products that attain the highest profit (maximum rate of return) V 

3. Project's economical life is divided into 2 periods: 

a. First period that is called establishment period (Negative numbers from the 
biggest to the smallest). 

*Assume that the establishment period for a certain project is 4 years: 


Establishment period 
Items -4 -3 -2 -1 Total 
First year | Second year | Third year | Fourth year 


land 


building 


Remark: for ready operating projects, its establishment period = zero (Y,) 
*Assume that a certain project is ready for operation, where its initial 
investment = $9 millions 

Items Establishment period Yo 


Purchasing price for a ready for operation project 


(Initial investment cost) 9 


b. Second period that is called operating period (positive numbers from the 
smallest to the biggest). 

4. During establishment period we do the following: 

a. Paying investment costs (Investment cost schedule covers establishment period only). 
b. Providing investment finance (Debt service table - 5 Columns table). 


a. Paying investment costs 


Investment costs could be classified into: 


Investment costs 


a. Long term 
investment costs 


b. Short term 
investment costs 


First working 


Tangibles (Fixed assets) Intangibles capital 
Cash needed to 
Non- saleable operate the project 
: as: in its first operating 
ee Saleable cycle (to cover costs 
: - Pre-feasibility study as: of: raw materials, 
ss cost wages and salaries, 
Non- depreciable ass - Comprehensive -Brand name | machinery power, 
aS: : hao feasibility study cost -Trade mark | electricity bill, water 
; - Legal (lawyer) cost - Know-How bill, spare parts, 
- Land : aie - Pre-opening -Copy rights | etc...) 
: ea expenses - Patents 
firiicks) - Advertising costs 
- Training costs 
- Org. costs 


Investment cost schedule (covers establishment period only) 


Establishment period 
Items -2 -1 Total 
First year | Second year 


a. long term investment costs 
- tangible: 

Non-Depreciable: 

- Land 

Depreciable as: 

- Building 

- Furniture 

- Fixtures 

- Machinery 

- Equipment 

- Transportation (trucks) 

- intangible: 

Non-Salable as: 

- Pre-feasibility study cost 

- Comprehensive feasibility study cost 
- Legal (lawyer) cost 

- Pre-opening expenses 

- Org. costs 

Salable as: 

- Brand name 

- Trade marks 

- Know-How 

- Copy rights 

- Patents 

b. short term investment costs: XX 
- First working capital 


Total investment cost 22 18 40 


Remark (1): in project economics we ignore assets' historical/actual cost that 
was previously recorded in the accounting books and records and we 
consider only assets’ fair market values now. 


Remark (2): Total cost of any asset = asset purchasing (basic) price + all 
expenses charged on the asset to be acquired. 


Example: 

Imported equipment purchasing price $3 millions 

Equipment transportation expenses $0.05 millions 

Shipping expenses $0.5 millions 

Insurance expenses $0.2 millions 

Customs and duties $0.45 millions 
$0.01 millions 


Installing expenses 


Total cost of an imported equipment = 3 + 0.05 + 0.5 + 0.2 + 0.45 + 0.01 
= $4.21 millions 


Remark (3): Tangible depreciable assets are subjected to depreciation while 
long term intangibles are subjected to amortization (Both depreciation and 
amortization will be calculated during operation). 


Remark (4): First working capital is the cash needed to operate the project in 
its first operating cycle, so it should always be placed in last year of 
establishment (Y-1), directly before the start of the operating period. It is 
considered to be the link between the establishment period and the 
operating period. 


b. Providing investment finance (sources of finance) 


1. Investment finance is the finance needed to cover all the investment costs 
(How to finance an investment cost? ?). 


Remark (1): Total investment costs = Total investment finance 
2. There are 2 main sources of finance as follows: 

a. Owned capital (equity capital) 

b. Borrowed capital (loans) 


Remark (2): 


Total investment finance = owned capital + borrowed capital (loans) 


Debt-service table (for loans) 


(4) = Loan amount 
= 9 ae ea = +(4 
(1) -) a a number of installment years al a 
Loan Debt 
Years Interest % Installments : 
Balance Service 
Year of 

obtaining 
the loan 


Example: 
Project ABC obtained a loan of $20 million at the end of its establishment 


period that was just 2 years, with an interest rate 13%, the principal of this loan 


will equally be repaid at the end of each of the first 4 years of operating (upon 


4 equal installments). 
Required: Prepare the debt-service table for project ABC. 


Sol. 


Debt-service table (in millions) 


(1) 


(2) 


(3) = (2) X 13% 


(4) = 


20 million 
4 equal installments 


(5) = (3) + (4) 


Year non Interest % Installments mack 
Balance Service 
> he 
Year of obtaining loan 20 - - 
last year of establishment 

Y; 15 (20X13%) = 2.6 5 7.6 

Y> 10 (15X13%) = 1.95 5 6.95 

Y3 5 (10X13%) = 1.3 5 6.3 

Ya 0 (5X13%) = 0.65 5 5.65 

Total 6.5 20 (same as loan amount) 26.5 


Remark: 


e = As the loan was obtained at the ending date of the establishment period (Y-1) 
There is no interest to be calculated for this year. 


Remark: Differentiate between each of the following terms: 


Investment Cost 


Capital Cost 


Cost of Capital 


is a wider term as it 
includes both of: 

- Long term 
investment cost 

- Short term 
investment cost 
(First Working 
Capital) 


e is an accounting term 


related to capital 
expenditures needed to 
acquire or purchase Fixed 
Assets (long term 
investment cost) only as: 
land, building, machinery, 


equipment and 
transportations (assets of 
useful life usually 


exceeding one fiscal year) 
Capital cost is just a part 
of investment cost. 


Is not a capital cost 
but it refers to costs of 
using and obtaining 
finance from different 
sources as: loans from 
bank lenders (Interest) 
and issuing of shares 
(dividends). 


